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R determ ned that the estate was not entitled to
deduct the charitable remainder interest in a trust
that was intended to be a charitable remainder annuity
trust (CRAT). R challenged the validity of the CRAT on
two bases: First, that the annual 5-percent m ni num
di stributions were not nade as required by sec.
664(d) (1) (A, I.R C, and second, that sec.
664(d)(1)(B), I.RC, will be violated because the
trust corpus would have to be invaded to satisfy the
estate’s obligation to pay one of the noncharitable
secondary beneficiary’s apportioned part of the estate
t ax.

Hel d: No charitable deduction is allowable
because: (1) Sec. 664(d), I.R C, requires that
m ni mum paynments be distributed annually fromthe
i nception of the CRAT to certain designated persons,
and these paynents were not made, and (2) no portion of
a purported CRAT may be paid to anyone ot her than
desi gnat ed noncharitabl e beneficiaries or statutorily
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acceptable charitable entities, and here the trust wll
be invaded to pay the estate tax attributable to a
portion of the estate received by one of the

nonchari tabl e beneficiari es.

David D. Aughtry and Chri stopher J. MacQuarrie, for

petitioner.

Francis C. Micciolo, for respondent.

CERBER, Judge: Respondent determ ned a deficiency in
petitioner’s Federal estate tax in the anmount of $2,654,976. The
deficiency arose in connection with the operation of a charitable
remai nder annuity trust (CRAT) created by decedent. The issue
for our consideration is whether the trust functioned exclusively
as a charitable remainder trust fromits creation, thereby
remaining a valid trust, so as to qualify the estate for a
charitabl e deduction for the remai nder interest.

FI NDI NGS OF FACT

The stipulation of facts and the exhibits attached thereto
are incorporated herein by this reference.

Mel vine B. Atkinson (decedent), died on June 7, 1993, at the
age of 97, a resident of Mam Beach, Florida. The executor of
her estate, Christopher J. MacQuarrie (MacQuarrie), also resided
in Florida at the tinme the petition was fil ed.

On August 9, 1991, decedent placed stock worth $3,999,974 in
trust under a docunent entitled “Melvine B. Atkinson Charitable

Remai nder Annuity Trust” (annuity trust) and named MacQuarrie as



- 3 -
trustee. At that tinme, she also created the Melvine B. Atkinson
I rrevocable Trust (admnistrative trust) and placed stock worth
$953,012 in that trust. MacQuarrie was nanmed trustee for this
second trust as well. On the sane day, decedent signed her Last
WI1l and Testanment (will), nam ng MacQuarrie as personal
representative.

The annuity trust provided that the trust woul d pay decedent
an annuity equal to 5 percent of the fair market value of the
assets of the trust as of the date of its creation, in equal
quarterly paynents, until her death. At |east seven quarterly
payments of $49, 999.68 ($3,999,974 x 5% + 4), totaling
$349, 997. 76, shoul d have been nade to decedent before her death.
No paynents were actually nmade fromthe trust account during
decedent’s lifetinme. The value of the trust was not di m nished
by the 5-percent paynments. MacQuarrie was aware that the trust
docunent and the statutes relating to CRAT' s required that a
m ni mum of 5 percent of the initial fair market val ue be paid out
each year, and he was aware that decedent was not w thdraw ng
money fromthe trust. No funds were ever transferred to decedent
fromthe trust. The anount of $366, 334.92, representing the
amount due to decedent under the trust terms, was included as an
asset of decedent’s estate.

Upon decedent’s death, the trust document provided that the

sane 5-percent annuity anount was to be distributed anongst
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vari ous named individuals (secondary beneficiaries) but only if
t hose beneficiaries each furnished their share of the funds for
paynment of Federal estate and State death taxes for which the
trustee mght be |iable upon Atkinson’ s death. One of those
secondary beneficiaries was Mary Birchfield (Birchfield), who had
cared for decedent from 1984 until her death

As trustee, MacQuarrie infornmed the secondary beneficiaries
of their right to receive an annuity under the trust and of the
condition that they nmust pay the related Federal estate and State
death taxes. After notifying the secondary beneficiaries of
their need to elect to receive, MacQuarrie noved to conpel their
election. Utimately, only Birchfield elected to take her share.
Birchfield agreed to take the noney, but informed MacQuarrie that
t he decedent had indicated that she would not be liable for her
share of the estate taxes and that she possessed a notari zed
docunent from decedent to that effect. She inforned MacQuarrie
that she expected to be given the noney w thout paying any estate
tax. After increasingly hostile exchanges, MacQuarrie and a
second attorney (who was al so evaluating the adm nistration of
the estate) decided that it would be in the best interest of the
trust to settle Birchfield s claimfor the paynent of any related
taxes. MacQuarrie filed a notion seeking the court’s approval of
paynment out of the adm nistrative trust for any estate taxes

related to the anount to be paid to Birchfield pursuant to the
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annuity trust. The probate judge signed a proposed order to that
effect. At that tine $667,000, representing the annuity paynents
due to Birchfield accrued from decedent’s death, was set aside
for Birchfield. MacQuarrie delayed paying the accrued anount to
Birchfield due to concern over a possible estate audit but
notioned the court for approval to distribute the funds before a
closing letter was obtained. The probate judge ordered that
those funds be distributed to Birchfield, and a paynment of

$667, 000 was nmade to Birchfield on Decenmber 31, 1996. Four
addi ti onal paynents were nade to Birchfield towards her 5-percent
annuity amount. No Federal estate or State death taxes were paid
by Birchfield on the anbunts she received. It was subsequently
determned that funds fromthe adm nistrative trust were
insufficient to pay both the estate tax attributable to
Birchfield s interest and the adm nistration expenses and
retirement of decedent’s debts. Accordingly, it wll be
necessary to invade the CRAT to make up the shortfall.

Birchfield died of breast cancer on April 22, 1997. At the
time of the estate valuation calculation, MacQuarrie had asked
for and received an affidavit fromBirchfield s doctor stating
that Birchfield had a I ess than 5-year life expectancy. In

accordance with section 7520,! the estate valued the charitable

1 Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code in effect as of the date of decedent’s
(continued. . .)
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remai nder interest fromthe trust considering the annuity paynent
to Birchfield based on her normal |ife expectancy. Petitioner
now asserts that this cal cul ati on had been done incorrectly and
that a shorter life expectancy should have been used resulting in
a greater charitable deduction for the remainder interest.

Respondent determ ned that the charitabl e remainder annuity
trust was not a valid CRAT and that no charitabl e deduction was
available to the estate. Respondent al so determ ned that severa
of the estate expenses were inproperly deducted because they had
not been paid. Though respondent agrees that several of the
deducti ons are now al |l owabl e, respondent continues to maintain
that the charitabl e deduction taken by the estate should be
di sal | oned. Respondent determ ned that the trust did not
continue to function as a charitable remainder annuity trust for
two reasons: First, when it failed to pay the required annual
anount to decedent during her life and, second, when the trust
ostensi bly agreed to pay noney towards the tax liability on the
funds distributed to Mary Birchfield in accordance with the
settlenment. Petitioner maintains that the estate qualifies for a
charitabl e deduction under section 2055 and that it is entitled

to a refund because a greater charitabl e deduction should have

Y(...continued)
death, and all Rule references are to the Tax Court Rul es of
Practi ce and Procedure.
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been allowed in light of the revised actuarial values for
Birchfield s annuity.

OPI NI ON

The i ssue before us is whether, in its operation, decedent’s
charitabl e remai nder annuity trust net the statutory requirenents
so as to qualify for a charitable deduction. Specifically, we
consi der whether the trust made the statutorily required paynents
to decedent during her lifetine and the effect of the trust’s
obligation to nmake paynents to the secondary beneficiary after
decedent’s death. |If we decide that the trust was operationally
qualified, we nust then decide the appropriate |life expectancy of
Mary Birchfield to deci de whether petitioner is entitled to a
| arger charitable deduction. On brief and at trial,? respondent
mai ntai ned that the trust failed to qualify as a CRAT for
pur poses of sections 2055 and 664 because of actions of the
trustee and/or trustor. |If the trust is so disqualified, section
2055 precludes the taking of a charitable deduction for the
charitabl e remai nder interest.

Section 2055 provides for a deduction fromthe Federal gross
estate of an anobunt equal to the property passing froma decedent

to a charitabl e organi zation of the type described in subsection

2 At trial, respondent also raised the issue of whether
certain expenses of the trust were reasonable. After review ng
the pertinent materials, we found that the reasonability of the
fees was a new i ssue and therefore could not be raised for the
first tinme at trial. Though respondent raises the issue again on
brief, we adhere to our earlier ruling.
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(a) of the section. Subsection (a) includes organizations
pursuing religious, charitable, scientific, literary, or
educati onal purposes, or fostering amateur sports conpetition, or
preventing cruelty to children or animals, fromwhich no net
earnings inure to a noncharitable private party and which do not
participate in political canpaigning. See sec. 2055(a)(2).
However, no deduction shall be allowed if a charity receives a
remai nder interest in property and if an interest in the sanme
property al so passes to an individual or a noncharitable entity,
unl ess the charitable remainder interest is in a charitable
remai nder annuity trust, a charitable remainder unitrust, or a
pool ed i ncome fund. See sec. 2055(e)(2)(A). The trust
est abl i shed by decedent purports to be a CRAT, and if it were, a
gift of trust assets to charity would qualify for the charitable
deducti on.

Section 664(d)(1) contains the definition of a charitable
remai nder annuity trust. A trust only qualifies as a CRAT if:
(1) It pays out a sumcertain, not less than 5 percent of the
initial fair market value of the trust assets, annually or nore
frequently to one or nore persons for either the lifetinme of such
person or a termof years (not nore than 20 years); (2) no other
paynments, besides those described in (1), are paid to or for the

use of a person other than an organi zati on described by section
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170(c);® (3) once the paynents described in (1) cease, the

remai nder interest is transferred to or for the use of an

organi zati on described in section 170(c) or is retained by the
trust for such a use; and (4) the value of that renmainder
interest is at |least 10 percent of the initial fair market val ue
of the trust assets. See sec. 664(d)(1). Furthernore, the terns
of the trust nust neet the statutory requirenents, and the trust
nmust operate within those terns fromits creation. See sec.
1.664-1(a)(4), Income Tax Regs.

Fi ve-Percent Distributi on Requirenent

Section 664 provides for a narrow exception to the general
di sal | owance of deductions for charitable remainder interests
under section 2055(e)(2)(A). In order to qualify, all section
664 requirenments for CRAT' s nust be nmet upon creation and nust
continue to be net throughout the existence of the CRAT. See
sec. 1.664-1(a)(4), Incone Tax Regs. One of those requirenents
is that a m ni mum paynent of 5 percent of the initial fair market
val ue of the trust’s assets be distributed each year to the
noncharitabl e beneficiary. Petitioner argues that this
di stribution requirement should be set aside or ignored because
it only serves to decrease the charitable contribution and

because decedent had no need for the distribution. One of the

3 Sec. 170(c) describes organizations organi zed and operat ed
exclusively for religious, charitable, scientific, literary, or
educati onal purposes, or to foster amateur sports conpetition, or
for the prevention of cruelty to children or animals.
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primary reasons for sections 2055 and 664 was to ensure that any
anount set aside for charity was not dimnished by paynents to
nonchari tabl e beneficiari es.

The trust here, however, provides for four potential
secondary beneficiaries who could have survived decedent and
el ected to receive paynents that could have reduced the anount
due to charity. An expressed focus of Congress in enacting the
5-percent distribution requirenent was to prevent a charitable
remai nder trust from being used to circunvent the current inconme
di stribution requirenents inposed on private foundations. See S
Rept. 91-552 (1969), 1969-3 C.B. 423, 481. |If there were no such
requi renent, a charitable remainder trust could be used to
accunul ate trust incone tax-free, while a private foundation
would remain limted in the anount of incone it m ght accunul ate.
See id.

Though the ternms of the annuity trust nmet the letter of the
statutory requirenment providing for distributions equal to 5
percent annually, the trust did not operate in accordance with
those ternms. Petitioner bears the burden of proof in this
matter, including the burden of substantiation. See Rule 142(a).
Petitioner has presented no persuasive evidence that checks for
the 5 percent annuity ever existed or were ever sent to decedent.
Purportedly, MacQuarrie remtted checks to decedent that were not

cashed. However, there is no record of cancel ed or uncancel ed
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checks, nor did petitioner present any evidence denonstrating a
gap in the check sequence. Though MacQuarrie testified that he
made copies of checks witten on the trust account, no such
copies were presented to evidence these alleged paynents. On the
ot her hand, we do have evidence that no paynents were ever
actual ly consummat ed before decedent’s death. The trust was
never di m ni shed by any paynents during decedent’s |ife. Because
the trust val ue was undi m ni shed and no transfer of funds
occurred, operationally the trust did not neet the express 5-
percent requirenment of the statute and cannot qualify for
treatnment as a charitabl e remainder trust. Accordi ngly, section
2055 applies, and the estate is not entitled to a deduction for
t he bequest of a charitable split-interest.*

Petitioner alternatively argues that the trust should not be
disqualified as a CRAT for the |ack of paynents to decedent
because the failure of action took place during the trustor’s
lifetime. Petitioner argues that section 1.664-1(a)(5), |ncone
Tax Regs., allows for CRAT s created inter vivos to ignore all of

the requirenents established by section 664 until the nmonent of

4 The additional failure of the trust attributable to the
paynents to the secondary beneficiary, when coupled with the nore
technical “5 percent rule” makes respondent’s position that the
trust failed operationally nore conpelling. See infra pp. 14-15.
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death.® Petitioner argues that, under this provision of the

regul ation, the trust did not conme into being until the date of
decedent’ s death, and therefore no prior violation of the CRAT
requi renents could disqualify the trust. Petitioner’s position
overl ooks that this provision of the regulation is inapplicable
to the trust involved here--an irrevocable trust established and
funded by decedent during her lifetime. The application of this
provi sion of the regulation, as reflected in its ternms and
illustrated by the acconpanyi ng exanpl es, see sec. 1.664-1(a)(6),
| ncone Tax Regs., is confined to testanentary trusts funded for
the first time after the grantor’s death. In the present case,
the trust is deenmed created at the earliest tinme that neither the
grantor nor any other person is treated as the owner of the

entire trust. See sec. 1.664-1(a)(4), Incone Tax Regs. Her e,

5> Sec. 1.664-1(a)(5), Incone Tax Regs., provides:

(5) Rules applicable to testanentary transfers--
(i) Deferral of annuity or unitrust anount.
Not wi t hst andi ng subpar agraph (4) of this paragraph
and 88 1.664-2 and 1.664-3, for purposes of
sections 2055 and 2016 a charitabl e remai nder
trust shall be deened created at the date of death
of the decedent (even though the trust is not
funded until the end of a reasonable period of
adm nistration or settlenent) if the obligation to
pay the annuity or unitrust anmount with respect to
the property passing in trust at the death of the
decedent begins as of the date of death of the
decedent, even though the requirenent to pay such
anmount is deferred in accordance with the rules
provided in this subparagraph. * * *
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decedent irrevocably relinqui shed ownership of the trust assets
during her lifetinme when she signed the trust docunents stating
that she was transferring the property to the trust on August 9,
1991. The CRAT was created on that date and was to function as a
CRAT fromthat day forward, as required in the regul ations. See
id. The regulation providing for a deened creation date upon the
death of a trustor does not apply to an operating inter vivos
trust that is to continue after the death of the grantor.

Though only nmentioned in passing by petitioner, we also note
that reformation of the trust pursuant to section 2055(e)(3)
woul d not be an available renmedy to petitioner. Section
2055(e)(3) provides that a trust or will may be refornmed if it
was i nproperly created and yet confornms to the CRAT requirenents.
The definition of “qualified reformati on” denonstrates that the
reformation is meant to address only those problens arising in
t he docunentation of the trust. Section 2055(e)(3)(B) defines
gqualified reformati on as “a change of governing instrunment by
ref ormati on, anmendnent, construction, or otherw se”. The
| egi slative history indicates that reformati on under section 2055
was created to address problens in trust creation as foll ows:
“The bill provides a permanent rule permtting reformation of
governing instrunents of charitable split-interest trusts which
do not neet the requirenents of the 1969 Act rules.” Staff of
the Senate Comm on Finance, 98th Cong. 2d Sess., Explanation O

Provi si ons Approved By The Commttee On March 21, 1984, S. Prt.
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98-169, Vol. | at 732 (Conm Print 1984). Here the trust was
validly fornulated, and its terns were within the statutory
threshol d requirenents. Accordingly, reformation is not needed
to “rewite” incorrect terns. The operational failure cannot be
corrected by reformation. Therefore, the concept of reformation
has no application here.

Paynents to Birchfield

In addition to the failure in operation that occurred when
no paynents were made to decedent in accordance with the trust
terms, the trust is disqualified frombeing a CRAT because it
W Il be necessary to invade the trust to satisfy the obligations
of the estate, which include the estate and death taxes
apportionable to Mary Birchfield s beneficial interest in the
trust. The estate bears the responsibility for those tax
paynments. As discussed earlier, the funds in the admnistrative
trust are not sufficient to pay decedent’s debts, the
adm ni stration expenses, and estate and death taxes. The
shortfall will have to cone out of the trust corpus. Pursuant to
section 664(d)(1)(B), no anmount of the trust, other than the
annuity, may be paid to or for the use of any person other than
an organi zati on described in section 170(c). Because the trust
corpus will be invaded to pay expenses or debts of the estate,

i ncluding estate taxes, a substantial part of the trust funds may

be diverted fromthe charitable remainder. This is an additional



- 15 -
reason for concluding that the trust failed to function
exclusively as a CRAT fromthe date of its creation. See sec.
1.664-1(a)(6), Exanple (3), Incone Tax Regs. (reservation of
power to pay grantor’s debts precludes qualification as CRAT);
see also Rev. Rul. 82-128, 1982-2 C.B. 71 (ruling that “a trust
does not qualify as a charitable remainder trust and no deduction
is allowable under sections 170 and 2522 of the Code if it is
possi bl e that federal estate and state death taxes may be payable
fromthe trust assets”).

We need not address the valuation of Birchfield s life
interest and any correl ated value of the renmainder interest. At
the time the paynents were made out of the trusts to and on
behal f of Birchfield, the estate did not qualify for the
exception to section 2055(e)(2)(A) and thus was not entitled to
any charitable deduction for the remainder interest in the trust.

On brief, respondent states that several deductions
previously disallowed will now be allowed, although the
deductions were not identified. At trial, respondent questioned
whet her certain expenses were properly deducted due to
uncertai nty about whether they had been actually paid. Testinony
about paynent of the expense was received in evidence. On brief,
respondent did not address the issue of paynent, and,

accordingly, we consider this issue to have been wai ved or
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conceded. See Stringer v. Conmm ssioner, 84 T.C 693, 708 (1985),

affd. without published opinion 798 F.2d 917 (4th G r. 1986).
To reflect the foregoing,

Deci sion will be entered under Rule




